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Dear Reader, 

This volume updates the 1994 edition of 
Corporate Finance Criteria. There are several 
new chapters, covering our recently introduced 
Bank Loan Ratings, criteria for "notching" junior 
obligations, and the role of cyclicality in ratings. 
Naturally, the ratio medians have been brought 
up to date. 

Standard & Poor's criteria publications represent 
our endeavor to convey the thought processes and 
methodologies employed in determining Standard 
& Poor's ratings. They describe both 
the quantitative and qualitative aspects of the 
analysis. We believe that our rating product has 
the most value if users appreciate all that has 
gone into producing the letter symbols. 

Bear in mind, though, that a rating is, in the end, 
an opinion. The rating experience is as much an 
art as i t  is a science. 

Solomon B. Samson 
Chairman, Corporate Ratings Criteria Committee 
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Utilities 
The utilities rating methodology encomprsses two badc me&-will have a greater +ty to suppat its o w -  

compmntr budness risk analysis and finandal analysis. t lom 
EvaIuaUon of industry characterbtlcs. the u t U y 5  pmltion FM electric and gas utllltles. dMLbuUon by Mtan+c 
within that lndus&y, lts regulation and Its management dars b scrutlnlzed to asseg the depth and dlverslty of the 
provides the context for arsesslng a flnn's flnandal condl- utlllty's customer rrdx For example. heavy lndustrlal con- 
tlon centration is vlewed cautlously. slm a utility may bave 

Hwdcal analysls Is a tool for IdentUying strengths and slgnlfkmt exposun to cydlcal vdatllIty. Alternatively. a 
weak- and pmvldes a StaKtlng paant for waluatfng large resldentlal component yields a stable and mme p- 
nnandal condition. Buslneu posltion aneument Is the dictable menue streem The largest utility custnnen are 
qualitative measure of a utiuh/'s fundamental credltwor- ldenlifled todetermtnethefrimpoztanpuuurce to thebottomllne 
thlnersitfocusesonthefnresthatwillshapetheutllltles' andassesrtherbkofthelrlonrandpMenUaladvaseeaed 
future. on the u t U y s  flnandal poaltlon. Credit corn arise 

when IndMdual customers repsent nwe than 5% of 
revenuesThe company OT industry may play aslgnIEcant 
mleitheoveral l~o~cbaseoftheservlceareaMon- 
over,largecustomennunlhlrntoeo~eneratlonoral~ 
tive power supplles to meet thelr en- needs. potentially 
leadlng to reduced cash flow fa the utility (wen in cases 
where a large customer pays dlrrounted rates and Is not a 
profitable account for the uUUty). Customer concentration 
Is lenS Slglllfl~a~~t for water and telec0mmuIll~Uon Urn- 
tles. 

Competitive position 
As mmpetltive prerwres have intensified in the utllltles 

1ndum-y. Standard & Poor's analysb hap deepened to ln- 
dude a more thorounh revlew of comDetltlve nodtion. " 

as entitles faced wlth a host ofchallengem b a competitive 
envlrunment Marketplace dynamics are SuppanUnS the 
powerdreguMohmaWng It CrltlcaUY lmpartanc tore- 
d u e  cosL3 and/or market new Services In order to thwart 
competllas'lmadr 

Electric utipy compsthbn 
FM elecolc utilltles. competitive factas ucamlned in- 

dude:percentageof(Irmwholesa*revenuesthataremost 
vulnerable to competltlon: indusolal load concenh-atlm; 
expoarre of key customen to alternative suppllern corn 
merdal concentratlorn rates for varlous customer dasses: 
rate deslgn and flexlbillty: pmdudlon costt. both marghal 
andflxed:theredonalca~adtvslhrstlacandtrammklon Markets and service area economy 

Aaessrngservlceferrltaybeglnswiththeeronwnlcand 
demographlcevaluationofthearealnwhlchtheutlllty~ 
i t~f~~~hi~e .Suength oflong-termdemand forthe produtt 

examined from a macroeconomic perspemve. This en- 
ables Standard & Poor's to evaluate the aficdabiuty of 
ratesandthestaylnggpofdemand. 

Standard &Poor'strtestodlxernanysecularmnwmp 
tlon trends and. more Importantly. the reasons fa them 
SpeCrnc Items examlned include the sJze and growth rate 
of the market, strength of the franchise. hlstorlcal and 
pmleaed sales growth. lncome levels and trends ln pop- 
lation. employment and per caplta income. A utllltywlth 
a healthy economy and customer base-as illustrated by 
dlverse employment opponunltles average or above-av- 
erage wealth and lnwme Statlstlg and low unemploy- 

constrahbA &kid f&&wldent but hlghcastsand 
rates relatlve to national averages are also of dgnlficant 
concern because of the potential for electrldty subsiituter 
over time. 

Mountlng mrnpetltion In the elechic utlllty industry 
dertves fmm excess genenrting capadty. lower barriers to 
entering the electric generating business. and marglnal 
cos0 that are below embedded costs Standard & Poor's 
has already wltnesed dedlnlng prices In wholesale mar- 
kets as de bcm retall competltion Is a h a d y  being Seen in 
several parts of the country. Standard & Poor's belleves 
that over the coming years more and more customers wiU 
want and demand lower prlces Initial concerns focus on 
the largest Industrial loads. but other customer daaes wlll 
be inaeaslngly vulnerable. CompetlMon wffl llot ne-- 
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~~d~venbyleglslatlon.OtherpresnrreswfllaWe~m ancethekUghtbudgetS.) Also.WaterutillUesaran0trUny 
@&d mmpetition and irnprwlng technologies. whether immune to the forces of competition: in a few Lnstances 
tt be the dedlninn mJt of Incremental gener- or ad- wholesale NS~OIIWS can access more than one suppUer. __ -. _.. - 
vanem in transr;;ission cepadty or SUbMtute energy 
sourcpliike the fwl cell. ltfs impmrlble to- p d d y  
when wide-open reten competitim will ocau; thls wlU be 
evolutionary. However. slgnlflcantb' greater mmpetition 
in retail markets Is Inevitable 

Gas utility competitbn 
simuarly, gas utilities are analyzed with regard to thelr 

wmpeUtive d i n g  in the thee major areas of demand: 
resldentlal. wnunerdal and Indurtrl.l Althargh m- 
lated as holders of mOnOpOly power. natural gas utillttcs 
have fa some tlme been actlvely competing fa enew 
markasharewlthfueld, electridty.mal.soIar,wd.etc 
The long-term staying power of market demand for natu- 
ral gas cannot be taken forgranted. In fact. as the el- 
uuUty industry reJtruQures and reduces costs. elemlc 
power will become more cnst mrnpelltlve and threaten 
C@ gai markets. In addition. independent gas markn- 
ers have made greater inroads behind the dty gate and are 
competing for large gas users. Moreover. the recent trend 
by state regulators to unbundle uUUty services k creatlng 
opportunltiesfor outsiders to market niche prcdum Dk 
bum stlU have the upper hand. but thooe who do not at duceand control cosfg and thusrates. cwldflnd mm- 

petition even more dlli ldt  
Natural gas pipeUna are Judged to cany a somewhat 

higher business risk than distribution mmpanles because 
they fw mmpetltion in every one of their markets. To the 
extent apipellneservesutilitlesversusindusMalendusers. 
io stability Is greater. Over the next five yeam pipehe 
axnpetltlonwlllheatupdnce manyservlcemnUaUswith 
custom are expiring. Most distributor OT enduse cus- 
tomers are looking to redwe pipeline mstJ and are work- 
ing to improve &e& load f a o r  to do so. Thus. plpeunes 
will llkeiy find It difficult to rewnh'ad all capadty In 
mmingyears. Being the pipellne of choice Is a function of 
attractive transportatron rate* d i v w  and quality of 
sewicesprovlded.and capedty avaUableIneachp- 
market In all cases thmgh. periodic discounting of rates 
to retalncustomenwill occur and put PleSJure on prof% 
sty. 

Water utility competition 
Asthelasttrue utilltvmonopoly. waterutilltiesfacevew 

Telephone competition 
TheTelemmmunldonsActoflS96 acceleratesthecon- 

timing challenge to the local exchange mmpanles' 0 
century-old monopoly in the local loop. CompetHve ac- 
cea prmiaen (CAR). both fadlltiesbased and redlers 
are prrsutrql - m a  Benerayr 
melropoutan areas and pmlring lower rates and bemr 
Dervlca 

Mast long-dlstance calls are Srm Mlglnated and teind- 
nated on the local telephone company neMmrk To mm 
plete such a ea4 the long- pmvlda (Muding 
ATBrT. MCI. Sprint and a host of smaller Interexchange 
carriers or -otCs-) must pay the local telephone company 
a steep *accesss fee to wmpensate the local phone mm- 
pany for the use of io local network. CAP% In mntrasL 
buUd or lease facllltles that diredly conned custom to 
thelr long-dmanw d e r ,  bypadng the local telephone 
wmpany and avoiding access fees, and thereby can ofla 
lower long-dlstance ratea But the LECs are not stmding 
still: they are mmbathg the loss ofbuplnm to CAPS ty 
1owerlngaceesfees.lherebyredudngthe economlcincen- 
tlve for a high usagelong-dirtsnce nutanrrto use a CAP. 
LECs are attempting to make up for the 1- of revenues 
fmm lower access fees by increa3ing baslc local service 
rates (or at least not lowering them). alnce badc service Lt 
far less subject to rnmpetlllon. LEcl are improving oper- 
ating efedency and marketing hlgh margin. value-added 
newservices. Additionally. In the wake ofthe Telewmmu- 
nlcat io~ Act. LEcswill capture at least some dthe inter- 
LATAlong-dlstance market As aresultoftheselnlCiaHvQ 
LECsmntlnue to rebdd themselves-from the traditional 
utillty monopoly to leaner. more marketing dented or- 
g-- 
WMeLECsandIndeedallsegmentsoftheteleannrm- 

n i ~ ~ t i ~ ~  seam. face inueaslng mmpetition, there are fa- 
vorable Industry f a c t a  that tend to offset heightened 
businessrbkandaugerfw ovdratlngsstabilllyfornmt 
LECP Importantly. telewmmuntcatlons is a ddningcost 
buslnea. Wlth In& deployment of ilber optics the 
Eostoftransporthasfallendramaticallyanddigltal switch- 
ing hardware and software have yielded more capabk. 
troublefree and ccst-efilclent networks As a result. the 
cost ofnetwork maintenance has drop& sharply, as Illus- 

- 

Uttle mmpetltlon and here fs-&encly no challenge to th; 
c ~ t l n ~ m  of franchise areas. The only exceptions have 

trated by the ratio of employes per iO.Oo0 a&&llnes, an 
oft dted meawremed of effidency. Ratios as low as 25 

been cases where Investor-owned water wrnpanies have 
been subJect to condemnation and munfdpallzallon be- 
cause of poor servlce or polltld motivations. In that re- 
gard, Stadard & pods p- dose attention to mstJ and 
rates In relation to nelghborlng utllltles and national aver- 
gcs (lncontrast. the privatization of publicwater fadlltles 

*as begun albeit at a slower pace than antldpated. This Is 
occurring mostly In the form cf operating contracts and 
publidprivate pannemhips. and not in asset transfers. 
This trend should continue BS dtles Look for ways to bal- 

30 

employees per 10.WO lines are being seen, down from the 
typical4Oor moreemployeesper10.000ratloofonIyafew 
YearJ ago. 

In addition network are far more capable. They are 
increasingly digitally switched and able to accommodate 
high-speed communlcationa The lnfrasvucture needed to 
accommodate switched broadband services will be bullt 
into telephone networks over the next few years. These 
advanced networks will enable telephone mmpanles to 
look to a greater variety of Mgh-margln. value-added sew- 
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ices. In addition to those current services such 85 call e m .  Inesseno. favorable nudear operatlorn 05ersIgnlfl- 
waiungorcaUerID.the deUveryofhundredsofbmadcarrt cantopportunitieshrtifanuclearunit~nrpwrlyornot 
a n d l n t e r a e H v e v i d e o c ~ ~ b e p ~ l e . ~ e ~  at& t h e a t t e n d a n t r f s k s c a n b e ~  

Operations 01 gas u t i l i i r  . . - ... 
wfU be entering &new (to them) arena of m&mda For gas pipellne and dlshibutlon compdes. the degree 
entenalnment and wlll havatodevelopexpertlseInmar- ofplantullllzallon.thepln/sicalconditlonofthemalnsand 
ketlm and entertainment programming acumen: such Hneaadequa~yofstnagetomeetseasonalneeds.’loatand _ - -  
&iis stand in sharp conv.stto LECS’ UaiitionalsUength9 
in engineering and ~4-m 

Operations 
Standard & Pow’s f a r e s  on the nature of operations 

from the penpecUve of mst. ~Uabl l l ty .  and quality of 
d c e .  Here, emphasI.9 IS Placed on those arm that re- 
quire management attentionintermsoftimearmoneyand 
w ~ c h ,  if unresolved. may lead to polltical. regulatwj. or 
Eanpetltlve problems. 

Operations of electric utiliiieo 
For e l ~ a f c s ,  the !Satus of uuuty pant Investment Ls 

reviewed wlth regard to generaung plant avallablllty and 
utlllzatlon. and also for CompUance with exlstlng and con- 
temolated environmental and other regdatay standards. 

un-nkd fd gas &el% and per-unit nongas operat- 
ingandcommrctloncostsarelmportantfadas.Effldency 
staWcs such as load faaa. operating casts per customer. 
and opeatlng lnmme per employee are also waluated in 
comparison to other utilities and the Industry as a whole. 

Operations of water utiWe8 
As a group, water utilltlw we contfnually upgrading 

thelr physlcal plant to regulations and to develop 
additional supply. Over the next decade. water s y s t m  
will inaeaslngly face the task d maintaining wmpllance. 
ap drinklng water regulatiom change and inf-rmm 
ages Glven that the safe Drinking Water Act was author- 
ked in 1974. the fbst generation of treatment plants buUt 
to mnfam wlth these rules are almart 20 years old. Addl- 
tionally. because the focus during this period was on sat- 
I s M ~ R  emrironmental standards, deferred maintenance of 

record of plant outages. equivalent avallablllfy. load d&&-ution!ystems has been common. especially in older 
heat rates. and capdtyfaeton are examined Also urban are~Thelncreadngcostorsupp~ngtr~ed water 6 Ls efndency, 85 denned by total megawatt hour q u e  against the high level of unaccounted for water 

per employee and c u s l o ~  per employecTmmIssion witnessed In the industry. Consequently. Standard & 
interconnealons are evaluated In terms of the number of Pmr’s antidpates capital pbns for rebuilding distribution 
utUftlesto whkh t h e d t y h  WeStlon has-the Cart Unes and m@m renewal and replacement efiorIs aimed at 
structures and avdable generating capadty ofthese other treatment planLr 
utllitles, and the price pald for Wholesale power. 

~eceuse of mounting mmpetrtion and the substantial Operstiona of telephone compnniea 
escalation in decommisslonlng estimates. Signlflcant For klephone companies. cart-of-servla anal- fo- 
weight is glven to the operation of nuclear fadUrh Nu- cuses on plant capabiliy and masum of efndency and 
clear plants are becomlng moce vuInerabIe to hi& pmduc- qualityofsenrlce. Plant capabiutyk srcatalned bylookhg 
tion costs that make thelr rates uneconondc Significant at swh parametem as p e r c e m e  of witched 
asset concentration may expose the u W t o  poor perform- Hoes; flber optic deploymenL in particular in those por- 
ance. unscheduled outages or premature shutdown% and tions of the plant key to network survlvak and the degree 
large deferah or regulatory assets that may need to be of bmadband capeAty nber and d a l  deployment and 
mitten off for the utU9’ to remaln WmpetitlVr. bmadband switching capadly. Effhieney meQIureS in- 
nuclear fadllties tend to ~PreSenf sJi?niflGmt Portions d dude o m  marelns. the ratio of emol- om 1O.OOO 
thetr operators* generating ApabiliGand -is.  he loss 
ofa pmducUve nuclear urdt from both power supply and 
rate base can interrupt the revenue stream and create sut- 
stantlal additional costs for repah and improvements and 
replacement power. The aMllty to keep these staclonr run- 
ning smoothly and ewnomlcally dtredy influences the 
ability to meet elecbic demand. the stability of revenues 
and and. by extendon. the ability to maintain ade- 
quate creditworthhers. Thus ewnomlc operation. safe 
~aHon.andlong-termopeatlonareexandnedindepth 
Spedncally. emphasls k placed on operation and malnte- 
nance costs, busbar Cmu. fuel costs refueling outages. 
forced outages. plant staWo. NRC evaluations the p- 
tential need for rep*. operating Ucenses dewmmtslon- 
ing eJtlmates and amounts held in external busts spent 
fuel storage capacity. and management’s nuclear experl- 

e 

< .  
access hnes. &d th; extent of netwik and operations 
d d a t l o n .  Quality of service encomparJeD examlna- 
tion of quantitative measures. such as trouble reports and 
repeat service calls. as well as an BSSeament of quaUiaUvc 
factors. that may lndude service quaUty goals mandated 
by regulators. 

Regulation 
Regulatory rate-setting acttons are reviewed on a case- 

by-sase basis with regard to the potential &ea on credit- 
worthiness. Regulators’ authorlzlng hlgh rates of return is 
ofUttlevalue unless the returnsare earnable. Furthenmre. 
&owing high returns based an noncash items does not 
benefit bondholders. Also, to be viewed positively. regula- 
tory treatment should allow consistent p e r f a r m e  from 
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period to period. &en the Irnportamofflnandal stablllly 
asaratingconslderation. holder proternon) 

eompetltive if they are to sustain current levels of bond- 

Thcut i l l tygroupmeetskegwt iy~thrn~mand 

comdsdon headquarlers. demonswtlng the lmportancc 
Standard &Poor's places on the regulatory irena for uedU 
quauty evaluation. Input &am lhese meetin@ and from 
review of rate orders and their Impact welgh h e a w  In 

Standard & Pow's does not 'rate' regulatory co- 
si- State commlsdons typlcauy regulate a number of 
diverx Industries. and regulatory approaches lo  dllTerent 
types d wmpanles often mer wllhin a single regulatay 
jurlsdlctlon. Thls makes It all but lmpooslble to develop 
indudve 'ratings' for regulaton. 

standard & Poor's evaluation d regulation also e n m m  
passes the admlnlstratlve. judicia& and legislative pmc - hvolved in state and federal regulatlon. These can 
affea rate-setting actlvitles and other aspeas of the buP1- 

such as compeUttve entiy. environmental and safety 
rules. fadllty dung. and securities sales. 
As the utility Industry faces an In~reaJlngly deregulated 

environment. alternatives to traditional rate-maklng ax 
bemmlng more ducal to the ablllty of utllltier to e f k -  
avely compete. malntaln earnings power. and sustain 

tor protection Thus, Standard & Poor's fonms on w hether regulators. both state and federal wlll help a 
hinder utlllties as they are exposed to greata mmpetitlm 
There is much that regulators can do. from allocating ccsts 
to m m  captive to allowing prldng f l u -  
1 t y 4  sometimes&st stepplng out ofthe w q .  

Under tradlUonal rate-maklng, rata and earnings are 
tied to the amount of invesled capltal and the cost of 
capital N can sometimes reward companies more fa 
justlfylng costs than for containing them Moreover. most 
current regulatoly @des do not permlt utilities to be 
flexible when respondtng to mmpeUUve prrtsurer d a 
dercgulatedmaket~offlexlbleMtrsforelectrlcutlll- 
tiesmay lure large cu~omersto wheel cheaper power fmm 
othaswroes. 

In general a regulatory jurlsdlction Is viewed favorably 
IfIIpermltsearnlngaretumbaredontheabllitytoswtaln 
rates at mmpetltive levels. In addltlon to performance- 

market-based rates, pdce caps. index-based prlces. and 
ratespremlsedonthevalueofNstomersennce.Sudrrstw 
moredoselymlrrorthecompetltiveenvlronmentthatutill- 

~ t a a ~ m b ~  boch at standard p o d s o m ~  and at 

standard & Poor's anal* 

- rewards a penalties. nedble plans could Include 

tiessredmtllyl. 

Electric industry regulation 
The ablllty to enter lnto long-term arrangemen& at ne- 

gotfaled rates without haw to seek regulatory approval 
for each contract Is also Imponant In the elervlc indusry. 

e mnuacung at reduced rates wnslralns flnanda) r erformance. it lessens the potential adverse lmpad In the 
event of retall wheeling. Since revenue losses aaod&ed 
with this strategy are not likely to be recovered from rate- 
payers, utilities musI control msu well enough to remaln 
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Natural g u  industry msulaliin 
InthegasMusrcy. too, several state commisplon polides 

weigh hew in the evaluatlon of regulatory suppat 
Examplesfndudestab~mmeehanlsnato adjustme- 
nues for m e s  in weather or the economy. rate and 
service unbundling d&om revenue and cost allocaUon 
between sales and Pansportaaon customers flexlble in- 
dustrial rates, and the general supportrvenesl of emstme- 
tlon CoJts and gas purchases. 

Water industry reguhtion 
In all water utility actlvitles, federal and state envhn- 

mental regulations continue to play a ultical role. The 
leglslatlve timetable to effect the 1986 amendments to the 
safe Drinklng Water Act of 1974 was quIm aggiwsive. But 
environmental standardssettlng has a&* dowed over 
the past cnuple ofyearsdue largelyto incrraslng sentiment 
that the Jtrlngent, costly standards have not been Justlfled 
on the basds OrprbUc health A moratorium on the prom 
ulgat(on of signlticant new envlmnmental rules is antld- 

Telecornmunicationa industry rqulatlon 
Desplte the advances in telecommunications deregula- 

tion. analysis of regulatlon d telephone operaton will 
mntlnue to be a key rating d- for the foreseeable 
future. The method of regulation may be euher classic 
rate-bared rate of return or some form of price cap meche- 
nlsm The most Important f-ls to afsess whether the 
regulatory framework-no matter which type-provides 
sumdent financial lncentfve to enmurage the rated wm 
pany to malntaIn Its quality of service and to upgrade ita 
plant to accommodate new ~ w M e f a d n g ~  
competition from wireless'bperators and cable telwl~lon 
companies. 

Where regulators do still set W E s  based on an autha- 
Ized return, Standard & Poor's snives to explore with 
ngulatorsthelrvlew ofthe rate-of-returncompnrsthat 
canmaterially l m p a a r e p o m d v ~ s r e ~  eamlngs 
Spedndy these indude the allowable bare upon which 
the authorized return can be earned. allowable expenses 
and the authmized return. Slnce regulatory oversight runs 
the gamut from d c t ,  adversarfal datlonshlps wlth the 
regulated operating companies to highly supportive pob 
tures. Standard & l"s pmbesbeyond the apparentregu- 
latory envJronment to ascertain the actual Impact of 
regulatlon on the rated company. 

wed. 

Management 
Evaluating the management Ma utlllty Is of paramount 

Impatance to the analyUcal prows since management's 
abUties and decisions affed all areas of a wmpany's op 
erations W e  regulation. the emnomyand otheroutdde 
factors can infiuerm results. It Is ultimately the of 
management that detenntnes the success ofa company. 
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With- comperltionutillty managementwlllbe resave margins fuel mlx. fuel rnnhact terms. demand- - - s~utinized by Standard & Pods and Wm side management techniques, and purchased power ar- 
an increasingly OlUcaI component of the uedIt rangements. The adequacy of generating margins is 

evaluatlonManaBementstrateglescanbethekeydeterml- examlned naUOnany.regIOnany. snd for each 1ndMdual 
nant In dUferenUaUng uulltler and ln ertabllshing where company. Horwwr. the reserve margln plchlre Is mud- 
companies Ue on the krdness posltlon spectrum It IS dledbytheimpredsenstureotpealr-loadgrowthfoncaJt- 
imperattve that managements be adaptable. aggrwdve. In5 and also supply uncerraloty dating to such thlngs as 
and proactive Iftheir uetlltfes are to be viable in the fu- Canadian capadty availabfflty and potential plant shut- 
this IS espwlauy Important for utlJlties that are currently downs due to age. new NRC rule* add raln remedleo. fuel 
UKOmpetltlVL shortage% problems arsodated wlth non t rad l t i d  tech- 
Thezse.wnentdmanagementhaccompllshedthmugh nologlea and so forth. Even apparently ample r e s e w  

meetings. conversations, and revlews of company plans. It may not be what they seem Mawver.  the quaUty of 
Is based on such factors as tenure. lndusby experience. capadty h Just as important as the Jize of reserves Corn 
wasp ofindustlylssuef knowledge ofcustomers and thdr panles' reserve rrqulrements dff€er, depending upon lndi- 
needft knowledge ofcompetltm accounting and financ- vldual opera- chareterlsticn 

pr- and commlunent to uedlt q d t y .  Manage- Fuel d i v d t y  provldes fledblUry In a changing envimn- 
ment's ability and wlllIngness to develop workable ment Supply disruptions and prla hikes can raise rates 
Jtrategles to address their system' needs. to deal wlth the and I@@ political a d  resulatay pren~res that ulU- 
competitive pressures of free market to execute reasonable mately lead to &on In flnandal perfonnmce. Thus, the 
and effedWe long-term plana and to be proaftive In lead- abfflty to alter generallng sources and take advantage of 
Ing their utilities into the future are assessed. Management lower cmt fuels Is vlewed favorably. 
quality is alsolndlcated by thoughtful balandng of pubUc Dependence on any dngle fuel meam exposure to that 
and @ate priorities, a record duedibllfty. and effective fuel's problem: elect& utUUes that rely on d a gas face 

n-dd wmmunity. Boards of diredors will receive ever ties that own nudear geneiaUng facUitIes face escalating 
attention with respect to their role ln settlng a p p  COotF for d e m m m l s l o w  and coal-flred capadty entails 
management lncenthres envimnmental pmblesm stemming from concerns wer 

mmpetition the watchwwd. Standard & Poor's add raln and the 'greenbuw effect.. 
~ISO f- on management'selfatp w enhance flnandal B u m  power from neighboring utlUUes. quallfytng fa- 
condlcion.Management canbolrter bondholder protection duty PIKdeCL%orlndependentpowerproducer~ maybe the 
by taking any number of discretionary actlons. such as best choice for a uUty that faas Increasing eleprldty 
selling common equlty. lowerlng the common dlvldend demand. There has been a s v w h g  d a n c e  on p m W  
payout, and paying down debt. Also Important fa the p e r  arrangements as an alternative to new plam con- 
electrlc industry will be neativlty In entering lnto strategic struction. T k  can be an important advantage. Jince the 
alliances and workhg partnerships that improve em- purchasing uaty avoids potential construction COJt wer- 
deny. such ascentral dlspawdne for a numberofuUtka ruNas wen asrisklng;rubstantle 0lpital.AhO. utilitlacan 
or l d n g  up at-rlsk customers through long-term con- avoid the flnandalrWwtyplcalofadtiyexIrconstrucUon 
tracts or expanded flextble pridng agreements. FmacWe program that are mused by regulatory lag and prudence 
management teams wlll also seek altematlves to tradi- revlewr Furtham. purchased p e r  may enhance 
tio~rsle-bare.rate-of-rerumrate-maldn~mwetoadopt supplr flexrbfflty, fuel r e ~ ~ l c c e  diversity. and maxlmlze 
higher depredationrates for generating fadlltles. segment load fadors Utillwsthatplan to meet demand proJecU0n.s 
custwners by indh4dud market preferences, and altcanpt with a PntfdIo of Pupply-stde options also may be better 
to~atesuperiorseIvlce0rganizatl0lb9. able to adapt m future unaertalntles. Nomlth- 

Ingeneralmanagement'sab~tytorespondtomounting standing the beneMs of p u d w  such a strategy hax 
competition and changes in the uUllty Industry In a swift rlsks agsodated wlh It. By enmng Into a h long-term 
and appropilate manner wlll be necessary to maintain purchased power contract that contains a ked- wm 
credlt health. ponent. utlliffes can Incur substantial market. operating, 

regulatory.andRnandalrislrnMoreover,regulatoeyeeat- 

rommunI&nwlththe public.regulatcuy bodles.and the the potenaal for shortages and rapld price in- , uuu- 

Fuel, power, and water supply ment of purchased power removes any upside potential 
that mlght help ofisel the rlsks. UUUes are not mmpen- 

Asessment of present and prospedve fuel and power 
supply h crltical to every electrlc utluty analysis. whlle 
gaugfng the lang-tm natural gas supply paDftlon for ga 
pipeline and distrlbutlon companles and the water re- 
sources ofa water utIllty 1s equaily important. There Is no 
srdar adyucal category for telephone utilities. 

Electric utilitiu 

sated thmu&~lncentive rate-rnaklng. rather, p u r c h k d  
power h recovered dollar-fa-dollar as an operathg ex- 
pense. 

To analyze the h d a l  lmpact of purchased power, 
Standard & Poor's first calculates the net present value of 
future annual capadty payments (dlsmunted at 10%). Thls 
represents a potential debt equivalent-the off-balance- 
sheet obUgation that a utlllty incurs when It enters lnto a 
long-term purchased power contrad However, Standard 

33 

For electrlc utilities emphasls Is placed on generating 
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& pmrf adds to the utlllty's balance sheet only a patlon 
dthlr amount, re- that such a contractual ar- 
rangement is mt enwely the equlvalenl of debt. What 
p e n t a g e  Is added is a function of Standard & pmr's 
quaUtaUve analysFs of the SpedflfCMtractand the extent 
to which mark% operating. and regdatay risks are born 
by the utility (the rbk faam). For unconditional takcor- 
pay contracts. the rbk fgtor range in fmm 409MIO%. wlth 
the average hovering aound M1%. A lower rlsk factm Is 
typically asdgned for system purchases from mal-flred 
utilltles and a higher risk f a a n  Is m a y  designated for 

payperformanceobllgationsBbebetween 10%-50%. 
unlt-spffific nudear purchases The range for takeand- 

Gae u t i l h  

Havhg adequate treated water storage fadllties ha9 be 
came hportmt in recent yean and has helped many 
SYJtemJ meet d e d  durlng peak s u m  periods. Of 
htemstls whether the r e s o w  are owned by the utnlty 
orpurrhmd fromotheruMitia or lacalauthulties. Own- 
ing proptier with water fights provides inore supply 
searrlty.ThlsIsespedally~hstatesllke CaUforniawhere 
water allocations are belng reduced. particularly dnoe re- 
cent droughts and environmental issues have crestal 
alamrSlncethepamarymrtf0rwatercompanIesLB~- 
ment,ltmakesllt&le~erem whetherrawwaterlsowned 
OT bought. In fact, compliano? wlth federal and state water 
regulations Is vay high and the overall cost to deliver 
treated water to consumers remains relatively atTordabk 

othersuch n o n c a n h i t e m r d o n o r p e ~ y ~ o n r a r  
bondholders.ToidentlfytaalinterertcxperrJe.theanaly3t 
r e d d e s  cortaln operattng expenses, The interest mm- 
ponent of varlous d-balancesheet obligations. such B 
leases and some pumhased-power contracts. Lslnduded In 
interest expense. Thk provides the most dlrect fndication 
ofa utillF/'s ablllty to serviae Its debt burden 

WMe conslderable emphasis In aosesslnB credit pmtec- 
-e b & s  and many w e b  within those b a s h  are d tion is placed on cover& ratios. thh me-are d& no( 
preatimoonanca.Mversltvof~ourceshelps~rsettherlsks MovldetheentireearnlnmrwotecPon~lcture.ALsoimwr- 
&ng k m  the natural -+ucUon dedlnes eventual& 

Moreover. such dlvenlty can enhance a pipeline's attrac- 
tiveness as a eransporter of natural gas to dlstributws and 
~dusersseekirig tobuythemmtemnomlcalgaPavallable 
fortheirneeds 

Water utilitiee 
Nearly allwatersystemslhIWghout the US. have ample 

long-term watw supplies. Yet to galn comfort Standard & 
Poor's =sse.s the prcductlon capabiuty of treatment 
plants and the ability to pump water fmm underground 
aquifersin relatlon to the usage dernandsfromcom~mers. 

34 

*end  by all r e m  MIIS and indlvldual W& 

0 

*&t are a company's &&I returnsbn both equity'and 
capital. me- that highUght a Rrm's earnlngs @om+ 
a. Consideration Is given to the Interaction of embed- 
ded costs financial leverage, and pretax peturn on capital. 

Capifal srrucrum 
AnaIyzhg debt leverage goes beyond the b a l m  sheet 

andcoveRquarldebtltemrandeleme~ofMddenBnan- 
dal leverage. Noncapitallzed leases (including salefieare- 
back ObUgatlons). debt guarantees. receivables finandn& 
and purchased-power contraas are all considered debt 
equivalents and are reflected as debt in calculathg capital 
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Pretax fixed charge coverap indudng renB - Pretax inmme horn continuing operalima + htsrert expeme + grow mnla 
Gross hWms4 + gross mnta 

Pretax funds flow interest coverago I Pretax funds fkw + interpst exponss 
Grosainlsmat 

Funds horn operations as a % of total debt I Fun& horn OperatiOM 00 
TOM debt 

x 1m 
Frse operating cash ROW as 8 Ox of btd d& - Free opsraring uvrh h w  

Total deM 

x 100 Pretax reblm on permanent capital = Pretax i m  from continuing opedona + inhd oxpome 
Surnol(1)averag-aofbeginningof yearmdendofyearcumt 
maturities, long-lem debt, noncurmnl d e l e d  Isxwr, and equity and 
(2) averas shod-lenn bonowhga during yew as dssbsed n 
l o o t n ~  

x 100 
operating h o m e  ar a % of &s - Opereting ineomn 

S&S 

X l o a  
Total debtar a % of Cppilalirafion * 

TOW doM + equity 

x 100 Total debt + 8 times rents a a % of a+sted c+italizabn - Total debt + 8 timw grow rnntah psjd 
Total debt + 8 b m s  gosa rent& paid + equw 

Net income from mntinuingoparahcns plua dsprecialion. amonidon. delemd hmms tax- awd oUwr 
nomafh items. 

Grorr interest inourred bebre subtracfing (1) capitalred in tenn (2) inlemsl inmmo. 

Grass operating rents paid More rubleaso i n m e .  

interest incurred mirus m i z e d  interest plus amorfira(ion of capil~&ad intereat 

As mportsd on ha balance sheeg induding capitalized Ieaw obliealbns. 

Funds from operatioru loos p r e k d  and m m o n  dviMmda. 

.%!as minw cod of go& msrmfactumd (before depreciation and amorthation). raling, general and 
edmimistralive. 4 wizh  end devdopnont watt. 

Pretax in- horn contindng opmlbna plus dsprcdation, emorthalion. and other noncash .hams. 

Long-term daM plus current rnaludh, coinmenial paper, and other shoretom bonowings. 
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Revised Utility 
FF0btddd.M 
bi..a pition 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 

Group Fnancial Targets' 
BO 
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i 4 n  9.5 

nn 1611 

32n no 

40.5 

17.5 12.0 
205 15.0 

24.5 17.0 
ZK5 18.5 

39.0 280 
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JBR Ew NewYorlllI2124B79S 
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1 
2 
3 
4 
5 
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8 
9 
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1 
2 
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5 
6 
7 
6 
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10 
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1 
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5 
6 
7 

4.9 Emnp lM idd l~  W A h h  2.6 19 
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7.0 5.1 3 3  2.3 
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A l i i r i f i i s  

Rid;SWerd 
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Ri&d Side- NewYohIll2124387ES3 
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2.4 1 8  
2.9 2.3 
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4.3 3.5 2.4 1.5 hrmla Carnal1 Tomnto l l I l lb201bml 
5.2 4.U Zf l  1.6 
6.5 4.7 2 8  1.8 
6.0 55 
9.1 6 8  3.7 2 s  

11.1 8.4 5n 3.3 

'5JB uniud S D D I  
n..inmp.ilin 

NeuYolk(1121248786J 4 3  R i b d S i d m n  

Lni.hr*. 
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J u a n h W c i a  London 1441 171Btg3642 

1 BU AiuPnci i  
m5 D m  WawickOmq4rn McDDum 1611 3S31-ZOIB 
63.5 Da l  FlwmIi T M  1811 %3m8714 

sn 60.5 

475 sn 6111 mn 
an 49.5 vn 64.0 

3.5 46.0 s35 605 

an an 475 54.0 
2411 aa 4.5 4 .0  8 

51.0 565 

550 625 415 47.0 

375 450 525 59.5 
3511 430 515 58.0 

9 
10 

0 

Visit us at 
w w w . ~ n d a r d a n d p o o n . c o ~ ~ n g r  

for more US. u t i l i  credit information. 
M at www.ratingsdirectcorn to 
subscribato Standard b Poor's 

on-line rating service. 

For fast anmersto utility questions. 
please e-mail us at 

ucilii-helpdedr@sIendardandpoMsxrm 
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CI\PITI\LIZATION$ 

AMOUNT OF CAPITAL EMPLOYER 
TOTAL PERMANENT CAWIAL 
SHORT.TERM DEBT 
TOTAL-CAPITAL EMPLOYED 

CA PITAL COST RATES 1?1 
TOTAL DEBT 
PREFERREDDEBT 

SONSUMERS ILLINOIS WATER COMP ANY 
CAPITALIZATION AND FINANCIAL STATlsTlCS (1) 

19617-2001.e 

$89.146 $85.213 $75.740 574.470 $70.083 
5.250 5.7w 2.5w 1.500 4.100 

194.396 I W.013 $78.240 - $75.910 $74.185 

7.7 % 7.9 % 8.0 % 8.3 X 8.2 % 
5.5 5,5 4.3 5.5 7.0 

5 YEAR AVERAGE 

134.6 % 0.0 % 68.0 % 85.2 X M.0 % 78.8 % 

CAPITAL STRUCTURE RAW§ 
BASED ON TOTAL PERMANENT CAPITAL: 
LONG-TERM DEBT 
MINORIN INTEREST 
COMMON EQUITY 
TOTAL 

BASED ON TOTAL CAPITAL: 
TOTAL DEBT, INCLUDING SHORT.TERM 
MlNORrrY INTEREST 
COMMON EQUW 
TOTAL 

FINANCIAL STATISTI@ 

RATE OF RETURN ON AVERA GE COMMON EQUQ 

COVERAGES .FXC.JDING ALL A F L C  13, 
BEFORE IhCOME TAXES A.. .MEREST CHARGES 
AFIER NCOME TAXES ALL NTERE- CnARGES 
0VERA.L COVERAGE A.i IkTEREST * PF5 D V 

SEE PAGE 2 FOR NOTES 

480 % 469  % 494 % 5 0 2  x 5 3 4 %  488 % 
0 5  0 5  0 5  08 O B  0 5  

- 50 1 a2 rn m 
lpep% l p e p X  lpep% 

22 m m u %  IpM% IpM% 

509 X 502 X 51 0 X 51 2 % 580 X 51 8 x 

4&2 $u 942 - 48 3 a5 4Ll 
1pMX 1pMu 1 p M X  IpM% lpepx ma% 

a 4  0 4  0 5  0 5  0 5  0 5  

9.4 % 9.1 X 10.2 % 8.3 % 8.4 X 0.1 .h 

2.82 x 2.65 X 2.88 x 2.39 x 2.14 x 2.60 Y 

2.l9 2.02 2.20 1.87 1.79 2.01 
2.17 2.01 2,19 1.88 1.78 2 . w  
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Consumers Illinois Water Comwny 
Capitalization and Financial Statistics 

1997-2001, Inclusive 

Notes: 

(1) All capitalization and ... ancial statistics are based upon financial statemer 
in each year. 

Computed by relating actual long-term debt interest or preferred stock dividends booked to 
average of beginning and ending long-term debt or preferred stock reported to be outstanding. 

Coverages - excluding all AFUDC represent the number of times available earnings, excluding all 
AFUDC, cover faed charges. 

as originally reported 

(2) 

(3) 

Source of Information: Consumers Illinois Water Company audited financial statements and 
annual reports to the Illinois Commerce Commission 



m A L l Z A T I O N  STATISTICS 

&lOUNl OF CAPITAL EMPLOER 
TOTAL PERMANENT CAPKAL 
SHORT-TERM DEBT 

TOTAL CAPITAL EMPLOYED 

INDICATED AVERAGE CAP ITAL COST RATES 
TOTAL E S T  
PREFERRED STOCK 

CAPITAL STRUCTURE RATIOS 

LONG-TERM DEBT 
MlNORrrY INTEREST 

BASED ON TOTAL PERMANENTCAPITAL: 

PREFERRED STOCK 
COMMON M U I N  

TOTAL 

BASED ON TOTAL CAPITAL: 
TOTAL DEBT, INCLUDING SHORT-TERM 
MINORIT INTEREST 
PREFERRED STOCK 
COMMON EQUlN 

TOTAL 

FINANCIAL STATISTI- 

F l ” C l A L s  . MARKET BASER 
EARNINGS I PRICE RATlO 
MARKET1 AVERAGE W O K  RATIO 
DlVlDENDMELD 
DIVIDEND PAYOUT RATIO 

RATE OF REIURN ON AVERAGE EIWK COMMON Eaum 

COVERAGES-EXCLJLhhG AL.AFLCC01 
BEFORE INCOME TAXES AL- .NTEREST CnARGES 
ARER N C O M E T M S  AL. ,&TERESTCHAROES 
0vERA.L COVERAGE A.L INTEREST * PFD DN 

m 

SJZg 325 
r&ZE rn 

7 1  % 
8 3  

537 % 
0 0  
0 7  

45 6 
lPeP% 

53% % 
0 0  
0 7  

422 rn% 

- 

5 0  5 
2150 

3 5  
63 1 

106 % 

2 8 2  Y 
2 16 
2 14 

E%! w 
(MILLIONSDF DOLLARS) 

$298351 
1622.93? 
a?m2 

7.7 % 
5.0 

52.0 % 
0.0 
0.5 
92 

lpep% 

54.4 % 
0.0 
0.8 m 

ipep% 

5.4 % 
103.3 

3.0 
76.0 

10.4 5 

2.65 x 
2.12 
2.10 

1281.200 
w 
u82srzB 

7.7 % 
5.1 

50.6 % 
0.0 
0.0 
- 48.5 
W% 

53.1 % 
0.0 
0.9 a 

lPeP5 

5.5 % 
207.0 

3.7 
88.3 

11.5 K 

3.14 x 
2.29 
2.25 

$204.458 
110.735 

&2luL? 

7.0 % 
5.0 

40.8 % 
0.0 
1.3 
ai 

l.Ml.05 

52.0 5 
0.0 
1.3 

rn% 

5.8 % 
105.7 

3.0 
60.7 

10.7 5 

2.05 x 
2.m 
2.18 

p N R W A  R C O  
CAPITALIZATION AND FINANCIAL STATISTICS (1) 

1997 -2001. INCLUSlVe 

7.5 5 
5.3 

w 
A!EEeQk 

a . 5  % 
0.0 
1.5 

1pM% 

51.7 % 
0.0 
1.5 

46.6 
1pM% 
- 

8.1 % 
175.4 

4.4 
72.4 

10.6 % 

3.05 x 
2.28 
2.22 

5 1 0 %  
00 
10 a 

r n w  

538 % 
0 0  
10 
m 
rn% 

5 5  5 
107 0 

3 0  
89 9 

107 % 

288 x 
2 21 
2 17 

sw Page 2 tar notes. 
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Prow Group of Seven C. A. Tumer Water Commnies 
CaDlalization and Financial Statistics 

1997-2001. Inclusive 
Notes: 

(1) All capitalhation and financial statistics for the group are the arithmetic average of the achieved 
results for each individual company in the group, and are based upon financial statements as 
originally reported in each year. 

Computed by refafing actual long-term deb! interest or preferred stock dividends booked to average 
of beginning and ending long-term debt or preferred stock reported to be outstanding. 

Coverages - excluding all AFUDC represent the number of times available earnings, excluding all 
AFUDC, cover fixed charges. 

(2) 

(3) 

Selection Criteria: 

The basis of selection was to include those water companies: 1) which are included in the Water Company 
Group of C. A. Turner Public Ut i l i  Reports (April 2003); and 2) which have Value tine (Standard Edition) five-year 
EPS growth rate projections or Thomson FN I First Call consensus five-year EPS growth rate projections. 

The following seven water companies met the above criteria: 

American States Water Co. 
Artesian Resources, Inc. 
California Water Service Group 
Mddlesex Water Co. 
Philadelphia Suburban Corp. 
Southwest Water Company 
York Water Co. 

Source of Information: Standard 8 Poor's Compustat Services, Inc., PC Plus Research Insight 

Company Annual Forms 1 OK 
Database 



EYhibii No 3 
Schsdvle 4 
p lgs30(3  
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Prefarea stock 
COrnmon EquW 

T a l  CapM 

M i W l e s e r W ~ k m n V  
Long-Tnm DebI 
SM-Term Debt 
MinoW Interest 
PRhned stosk 
Common EquW 

Td.1 Capital 

Philadebhis Suburban Corn. 
Long-Term Debt 
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Iwm% 
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0.B 
017 

42.52 - m.m% 

51.45 % 
0.00 
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0.00 
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Prow GrOUD of Thirteen Utilities Selected on the Basis of Least Relative Distance 
CaDitalization and Financial Statistics 

1997-2001. Inclusive 
Notes: 

(1) All capitalization and financial statistics for the group are the arithmetic average of the achieved 
results for each individual company in the group, and are based upon financial statements as 
originally reported in each year. 

Computed by relating actual long-term debt interest or preferred stock dividends booked to average 
of beginning and ending long-term debt or preferred stock reported to be outstanding. 

Coverages - excluding all AFUDC represent the number of times available earnings, excluding all 
AFUDC, cover Wed charges. 

(2) 

(3) 

Selection Criteria: 

The basis of selection was to include those electric, gas, combination electric and gas, and 
water utilties: 1) which are included in Standard & Poor’s Compustat Services, Inc., PC Plus 
Database; 2) which have actively traded common stock; 3) which are most similar in risk to 
Consumers Illinois Water Company based upon an analysis of the least relative distance of eight 
financial and operating ratios as explained in detail in Ms. Ahern’s direct testimony; 4) which have 
Value Line (Standard Edition) or ThomsonFN I First Call consensus five-year EPS growth rate 
projections; and 5) which have not cut or omitted their common dividends in the five years ending 
2001 or through the time of the preparation of Ms. Ahern’s direct testimony, nor are expected by 
Value Line Investment Survey (Standard Edition) to cut their dividends during the next rive years 

Source of Information: Standard 8 Poor‘s Compustat Services, Inc., PC Plus Research Insight 
Database 
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Minority Inter& 

WPS R - w  Comoratnn 
Long-Term Debt 
ShOrt-Tem Debl 
Mimdy Interest 
Preferred Stock 
CommanEouilv 

TOW Cap&l 

Y o n  Water Cornnanv 
L o e T e r m  Debt 
S M - T e r m  Debt 
Mm& I- 
PWemd Stock 
Common W O  

Total capnai 

m 

47.67 % 
9.83 
0.07 
0.10 
- 42.33 
100.00% 

6870 % 
7.54 
0.W 
0.45 

2331 
100.00% 

51.76 K 
8.95 
0.W 
1.73 
3756 
100.00% 

52.M % 
11.74 
0.W 
0.03 
__ 36.23 

1wW% 

5064 % 
2.81 
OW 
3.10 

100.00% 

46.35 % 
2.83 
0.00 
0.00 sorn 

=% 

52.65 % 
7.64 
0.W 
1.06 
3863 
100.00% 

m 

48.18 % 
8.85 
0.28 
0.17 

gs? 
i w m x  

49.83 % 
20.53 
0.00 
1.21 

2843 
10000% 

44.36 % 
7.34 
0.W 
1 61 
4659 
iwm% 

40.02 % 
26.70 
0.W 
0.02 
3328 
W %  

4982 % 
am 
0.00 
355 

3764 
lw.w% 

48.29 % 
3.95 
0.00 
0.W - 47.81 

l.cgE% 

49.02 x 
9.m 
0.02 
1.22 a@ 

l .cgEK 

- 1999 

47.44 % 
11.48 
0.29 
0.19 
- 40.8) 

m x  

52.14 % 
15.38 
0.W 
1.32 - 31.16 

1 w W X  

5076 % 
13.56 
2.51 
1.28 
3lss 
100.00% 

37.93 % 
22.83 
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0.00 - 39.44 
tmm% 

48.40 % 
6.87 
0.00 
3.90 - 40.83 

100.00% 

m.41 % 
2.20 
0.W 
O ~ W  

47.39 
1w.o3% 

48.13 % 
8.06 
0.22 
1.27 

4232 
-% 

- 1998 

52~40 % 
1.05 
0.00 
0.64 
@j 
100.00% 

49.78 % 
8.39 
0.W 
1.35 - 40.48 rm.m% 

53.09 % 
6.84 
2.W 
1.38 - 36.69 

1WM)x 

41.87 % 
10.15 
0.03 
0.03 
4798 
100.00% 

36.52 % 
5.90 
0.W 
5.01 - 50.57 

-% 

5l.X % 
0.00 
0.00 
0.00 - 48 70 

1wW% 

45.53 % 
8.25 
0.29 
1.56 - 4 6  38 
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3.1366 
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2.8082 

COrnrnD" €quo 
Ram (2) 

0.4538 
0.4834 
0.5081 
0.4222 

0.4454 
0.5133 
0.4723 
0.3636 
0.mo 
0.5067 
0.4395 
0.WZU 

0.34n 

0.6141 

Fhod Parn 
TumWw(31 

0.3549 
0.2761 
0.279% 
0.4814 
0.3345 
0.2455 
0.3861 
0.1824 
0.6046 
0.2821 
0.3426 
0.7740 
0.1559 

0,1576 

MUDC m 
Nd Income (41 

o.ow0 
0 . m  
0.0386 
00471 
O W  
0.0752 
0.0212 
o.wo0 
o.Wo0 
0.0367 
0.0164 
0.0426 
0.0257 

0.0322 

Cash Flow 
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CaeXsliirtbn (5) 
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Ncf Cash 
Flowto 

Upsndlhlns (61 

0.6623 
0.5285 
0.4430 
0.9774 
0.6W 
0.2197 
0.7051 
0.5033 
0.6495 
0,6746 
0,4157 
0.4627 
0 . W 7  

0.55% 

Fundi Flow 
I"bt0Sl 

c w m 4  171 

3.6973 
3.6879 
3.3723 
3.9565 
3.w05 
3.1088 
3.7568 
3.3416 
2.6618 
3.7839 
3.am 
3.7452 
2.6569 

3.3628 

0penUnp 
Earnings 

SfsQIllty (8) 

0.2665 
0.3484 
0.4426 
0 . W 5  
0.zm 
0.2170 
0.6167 
0.1760 
0.1553 
0.4296 
0.1936 
0,1625 
0.1676 

0.1459 

sum ol 
DWsnce I91 

0.4655 
0.6372 
0.3530 
0.9M1 
0.6055 
0.4069 
0.8852 
0.3685 
0.M76 
0.6046 
0.5114 
0.7661 
0.5658 

0 . W  
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Basis for the Selection of the Proxy Group of 
Thirteen Utiliies Selected on the Basis of Least Relative Distance 

Notes: 

Pre-tax interest coverage represents the number of times available earnings, before income taxes, 
excluding all allowance for funds used during construction (AFUDC) cover total interest charges, 
average for the years 1999,2000 and 2001. 

Common equity ratio is the ratio of total common equity to permanent capitalibation (the sum of total 
long-term debt, current maturities, total preferred stock and total common equity), average for the 
years 1999,2000 and 2001. 

Fbted asset turnover is the ratio of total operating revenues to gross utility plant, average for the 
years 1999,2000 and 2001. 

AFUDC to net income is the ratio of total AFUDC to income available for common equity, average 
for the years 1999,2000 and 2001. 

Cash flow as a percent of permanent capitalization is the ratio of funds from operations (sum of net 
income, depreciation, amortization, net deferred income tax and investment tax credits, less total 
AFUDC) to permanent capitalization (the sum of total long-term debt, current maturities, total 
preferred stock and total common equity), average for the years 1999,2000 and 2001. 

Net cash flow to capital expendkures is the ratio of gross construction expenditures. excluding all 
AFUDC, provided by funds from operation (as defined in Note 5). aner payment of all cash 
dividends, average for the years 1999,2000 and 2001. 

Funds flow interest coverage is the ratio of funds from operations (as defined in Note 5) plus total 
interest charges to total interest charges, average for the years 1999,2000 and 2001. 

Operating earnings stability is an index of the variation in quarterly before-income tax operating 
income for the years 1999,2000 and 2001. It is calculated by dividing the standard error of the 
estimate of a regression about a trend line by the mean. It is analogous to the coefficient of 
variation. 

Sum of distance is calculated as the squared distances between the eight operating /financial ratios 
of each firm and Consumers Illinois Water Company, summing the squared distances, and then 
calculating the square root of the summation. 

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus Research Insight 
Database 
Consumers Illinois Water Company audited financial statements and 
quarterly income statements 
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Line No. 

Consumers Illinois Water C o m n y  
Hypothetical Example of h e  Inadequacy of 
A DCF Return Rate Ralated to Book Value 

When Market Value is Greeter I Less than 8aok Value 

- 1 - 2 3 

Book Value with Book Value wim 
Market to Book Marketto Book 

Market Value Ratio of 180% Ram of 80% 

1. Per Share $ 24.000 $ 13.33 $ 30.00 

2. DCF Cost Rate (1) 10.00% lO.W% 10.00% 

3. Return m Dollars $ 2.400 $ 1.333 $ 3 . m  

4. Dividends(2) $ 0.960 $ 0.960 $ 0.960 

5. Growth in Dollars $ 1.440 $ 0.373 $ 2.040 

6. Return on Market Value 10.00% 5.55% (3) 12.50% (4) 

7. Rate of Gmrh on Market Value 6.00% (5) 1.55% (6) 8.50% (7) 

Notes: (1 ) Comprised of 4.0% dividend yield and 6.0%% gmwth. 
(2) t24.M) * 4.0% yield = $0.960, 
(3) $1 333 I S24.M) market value = 5.55%. 

(4) 53.oM)I$24.W marketvalue = 12.50%. 

(5) Expcted rate of gmwth per market based DCF model 
(6) Actual rate of growth when DCF cost rate is applied to b k  value ($1.333 pmsible earnings - $0.960 

(7) Actual rate of gmwth when DCF cost rate is applied to book value (S3.OXl possible earnings - $0.960 
dividends = $0.373 for growth 1$24.W market value = 1.55%). 

dividends = $2.040 for growth I $24.M) market value = 8.50%). 
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1. Single Stage Discounted 
Cash Flow Model (1) 

Consumers Illinois Water ComDany 
Indicated Common Equily Cost Rate 

Through Use of the Discounted Cash Flow Model 
Summaw of Conclusion 

Proxy Group of Seven C. 
A. Turner Water 

Companies 

Proxy Group of Thirteen 
Utiitiies Selected on the 
Basis of Least Relative 

9.9 % 10.6 % 

2. Quarterly Version ofthe Discounted 
Cash Flow Model (2) 10.2 

3. Conclusion 10.1 % 

Notes: (1) From Schedule 8 of this Exhibit 
e 

10.5 

10.6 % 

(2) From page 2 of Schedule 9 of this Exhibit. 
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Consumers Illinois Water ComDany 
Indicated Common Equrty Cost Rate 

Through Use of the Single-Stage Discounted Cash Flow Model 
Summarv of Conclusion 

Proxy Group of Thirteen 
Utilities Selected on the 
Basis of Least Relative 

Proxy Group of Seven 
C. A. Turner Water 

Companies Distance 

Based upon Historical and Proiected Growth in DPS, EPS, and BR+SV 

1. Dividend Yield (1) 

2. Dividend Growth 
Component (2) 

3. Yield 

4. Growth Rate (3) 

5. Indicated Return Rate 

6. Dividend Yield (1) 

7. Dividend Growth 
Component (2) 

8. Yield 

9. Growth Rate (3) 

10. Indicated Return Rate 

11. Conclusion 

Notes: (1) 

(2) 

(3) 

3.3 % 

0.1 

3.4 

5 7  

9.1 % 

Based upon Proiected Growth in EPS 

3.3 Yo 

0.1 

3.4 

7.2 

10.6 % 

9.9 % 

5.1 Yo 

0.1 

5.2 

4.6 

9.8 % 

5.1 % 

0.2 

5.3 

6.1 

11.4 % 

10.6 % 

From Schedule 10 of this Exhibit. 

This reflects a growth rate component equal to one-half the 
conclusion of growth rate (from page 1 of Schedule 12 of this 
Exhibit) x Line Nos. 1 and 6 to reflect the periodic payment of 
dividends (Gordon Model) as opposed to the continuous 
payment. Thus, 3.3% x ( 1/2 x 5.7%) = 0.1%. 

Conclusion of growth from page 1 of Schedule 12 of this Exhibit. 


